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WAR  finance  has  ever  been  a problem  of 
the  greatest  magnitude,  and  in  this  war 
it  is  greater  than  ever  before.  We  must  win 
the  war,  but  we  can  do  so  only  through  the 
coordination  of  our  resources,  and  by  the  ap- 
plication of  correct  principles  of  finance. 

Leading  financiers  and  economists  have 
devoted  much  time  and  thought  to  the  prob- 
lems involved.  Arguments  have  been  ad- 
vanced for  meeting  the  cost  of  the  war  solely 
by  bond  issues,  but  history  has  taught  us 
the  futility  of  issuing  Government  bonds  with- 
out providing  adequate  revenue  from  taxa- 
tion for  debt  service  and  amortization  of 
the  principal. 

If  we  knew  that  this  war  would  soon  be 
ended,  this  question  of  financing  might  not 
be  a very  serious  one.  Prudence,  however, 
requires  that  we  prepare  for  a long  war:  and 
in  adopting  a policy  of  financing  by  bond 
issues  supplemented  by  sufficient  revenue 
from  taxation  for  the  necessary  charges, 
the  Government  has  decided  on  a course  of 
action  that  appears  to  be  not  only  just,  but 
economically  sound. 

Our  Taxation  Not  Excessive 

In  furtherance  of  this  policy,  the  recently 
enacted  War  Revenue  Act  provides  for  addi- 
tional revenue  from  income  taxes,  excess 
profits  taxes,  and  other  taxes,  of  approxi- 
mately $3,000,000,000  out  of  our  estimated 
annual  expenditure  for  war  purposes  of 
about  $10,000,000,000.  If  the  war  should 
last  for  only  three  years,  it  would  require 
about  fifteen  years  of  that  additional  tax- 


ation to  meet  interest  charges  and  provide 
for  repayment  of  the  bonds  issued.  Of 
course  the  maturities  of  the  Liberty  Loan 
bonds  that  have  been  issued  are  longer  than 
fifteen  years,  but  some  of  the  revenue  from 
taxation  will  be  required  for  current  expenses, 
and  therefore  there  appear  to  be  good  reasons 
for  believing  that  the  taxation  provided  for 
is  not  excessive. 

That  war  taxation  imposes  a heavy  burden 
on  the  people,  and  especially  on  those  who 
derive  no  direct  financial  benefit  from  Gov- 
ernment expenditures,  cannot  be  questioned. 
But  even  the  heaviest  burden  of  taxation 
is  light  in  comparison  with  the  sacrifices  that 
our  men  in  the  trenches  are  making,  and 
aside  from  our  duty  to  them,  it  will  be  cheaper 
in  dollars  and  cents  to  win  the  war  than 
to  lose  it. 

For  the  successful  prosecution  of  the  war 
the  estimated  amount  to  be  derived  from 
taxation  must  be  raised.  It  is,  therefore, 
as  much  our  patriotic  duty  to  pay  our  full 
shares  of  taxes  as  it  is  to  subscribe  to  Liberty 
Loan  Bonds. 

Those  who  are  in  the  trenches  are  not 
only  doing  “their  bit”  but  are  also  doing 
“our  bit.”  They  are  devoting  all  their 
time  and  risking  their  lives  to  make  the  world 
safe  for  democracy,  whereas  we  at  home 
are  giving  only  a very  small  part  of  our 
productive  effort  to  help  win  the  war,  and 
in  most  instances  without  risk  of  any  kind. 
For  example,  an  individual  receiving  $3,000 
per  annum  will  pay  a tax  of  $20.  if  he  is 
married,  or  in  other  words  he  will  work 
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for  the  Government  for  two  days  in  the  year 
without  payment.  One  receiving  $10,000 
per  annum  would  pay  taxes  of  $355,  or  would 
give  the  equivalent  of  about  ten  days’  work 
to  the  Government.  As  the  income  increases, 
the  percentage  taken  by  the  Government 
also  increases,  but  at  no  time  does  the  sac- 
rifice compare  with  what  is  required  from 
the  men  in  our  armies  in  the  field.  When 
we  are  inclined  to  feel  that  taxation  imposes 
hardships  upon  us,  let  us  remember  the  cause 
in  which  these  taxes  are  levied,  and  the  fact 
that  no  matter  how  great  our  financial 
contribution  to  the  cause,  it  is  small  compared 
with  the  sacrifices  that  others  are  making. 

Errors  in  Making  Returns 

Owing  to  the  complexities  of  the  Revenue 
Acts,  many  errors  are  made  each  year  in 
the  tax  returns  that  are  filed.  In  some  cases 
too  much  income  is  returned  for  taxation, 
and  in  others  not  enough.  But  the  Govern- 
ment neither  expects  nor  desires  anyone 
to  pay  more  than  what  is  justly  due;  for 
if  all  income  subject  to  taxation  is  reported, 
and  full  advantage  taken  of  all  allowable 
deductions,  exemptions  and  credits,  the 
revenue  to  the  Government  from  this  source 
should  be  all  that  is  expected.  Errors  in 
making  returns,  even  if  the  error  is  in  favor 
of  the  Government,  cause  serious  incon- 
venience to  the  taxpayer,  for  they  usually 
result  in  an  examination  of  his  records  by 
an  agent  of  the  Treasury  Department  for 
the  purpose  of  ascertaining  the  correct 
amount  due. 

Theoretically,  it  should  be  possible  for  any- 
one to  fill  out  the  prescribed  forms  after  read- 
ing the  accompanying  instructions,  but  in 
practice  it  can’t  be  done.  In  a general  way 
these  instructions  are  explicit,  but  it  is  im- 
possible to  recite  all  the  Treasury  Decisions 
that  have  been  given  from  time  to  time, 
to  interpret  and  clarify  obscure  points  in  the 
law.  The  decisions  that  have  been  issued 
since  the  original  Income  Tax  Law  was 
enacted  in  1913  are  voluminous,  and,  every 
day,  new  questions  arise  that  must  of  neces- 
sity be  submitted  to  the  Treasury  Depart- 
ment; for  its  decisions  have  the  force  and 
effect  of  law  unless  reversed  by  the  courts. 
A brief  analysis  of  the  Revenue  Acts  now  in 
effect  will  give  some  idea  of  the  difficulties  to 


be  encountered  in  complying  exactly  with 
their  provisions. 

Who  and  What  are  Taxed 

To  determine  who  is  subject  to  the  taxes 
that  are  now  in  effect  and  to  what  extent,  it 
must  be  borne  in  mind  that  the  War  Revenue 
Act  of  October  3,  1917,  provided  only  for 
additional  taxes,  and  that  the  provisions  of 
the  Act  of  September  8,  1916,  as  amended, 
and  some  of  the  provisions  of  the  Act  of 
March  3,  1917, are  still  in  operation.  These 
Acts  impose  taxes  on  individuals,  partner- 
ships, corporations,  joint  stock  companies 
and  associations,  resident  and  non-resident, 
domestic  and  foreign,  and  are  assessed  against 
annual  net  income  and  in  many  other  ways. 
For  example,  there  are  taxes  on  beverages, 
tobacco  and  cigars;  excise  taxes  on  motor 
boats,  automobiles,  etc.,  taxes  on  insurance 
policies,  admissions  to  places  of  amusement 
and  on  dues  in  social  clubs.  Then  we  have 
taxes  on  freight,  express  and  passenger 
transportation;  and,  probably  the  most  far 
reaching  in  its  effect,  the  tax  on  postal  rates. 

Under  the  War  Revenue  Act,  inheritance 
taxes  have  been  increased,  and  various  stamp 
taxes  have  been  imposed  which  are  practi- 
cally a re-enactment  of  the  taxes  imposed 
under  the  Emergency  Revenue  Act  of  Octo- 
ber 22,  1914.  The  Schedule  of  Stamp  Taxes 
became  effective  on  December  1,  1917,  and  is 
more  susceptible  of  exact  interpretation  than 
any  other  portion  of  the  Act,  but  numerous 
questions  requiring  Treasury  decisions  have 
already  arisen  in  connection  with  it.  In  the 
aggregate  the  revenue  to  the  Government 
from  the  sources  enumerated  above,  will  be 
considerable,  but  a greater  amount  will  be 
derived  from  income  taxes  and  excess  profits 
taxes. 

Individuals  are  subject  to  the  normal  tax 
and  surtax  under  the  Acts  of  September  8, 
1916,  and  October  3,  1917.  These  taxes  are 
imposed  on  the  net  income  after  deducting 
certain  specified  deductions,  exemptions  and 
credits,  but  although  the  laws  are  clear  on 
the  method  of  computing  net  taxable  income, 
it  is  not  always  easy  to  determine  whether  or 
not  receipts  of  certain  kinds,  are  income 
within  the  meaning  of  the  Act,  or  what  expen- 
ditures and  losses  are  allowable  deductions. 
For  example:  certain  classes  of  income,  such 


as  property  acquired  by  gift,  and  interest 
upon  State  and  Municipal  Bonds,  are  exempt 
from  all  taxation.  Interest  on  United  States 
Government  bonds,  issued  prior  to  Septem- 
ber 1,  1917,  is  also  exempt;  but  interest  on 
Liberty  Loan  4%  bonds  is  subject  to  surtaxes 
and  excess  profits  taxes,  except  that  the 
income  from  a principal  amount  of  $5,000  is 
exempt  from  all  taxation.  It  is  frequently 
difficult  to  determine  what  is  and  what  is  not 
deductible,  for  the  charging  off  of  certain 
items  on  one’s  books  does  not  necessarily 
constitute  them  deductions  from  net  income 
for  taxation  purposes. 

Exemptions  Allowed 

Under  the  Act  of  September  8,  1916,  per- 
sonal exemptions  of  $3,000  for  single  persons 
and  $4,000  for  married  persons  or  heads  of 
families  are  allowed,  and  an  additional  exemp- 
tion of  $200  for  each  dependent  child  under 
18  years  of  age;  for  the  purpose  of  the  addi- 
tional 2%  normal  tax  imposed  by  the  Act 
of  October  3,  1917,  the  first  two  exemptions 
are  reduced  to  $1,000  and  $2,000  respectively, 
but  the  exemption  for  dependent  children 
remains  the  same  for  both  taxes. 

For  the  purpose  of  the  normal  tax,  a credit 
is  allowed  for  dividends  of  domestic  corpora- 
tions, taxable  for  income  tax,  but  no  credit 
is  allowed  for  dividends  of  foreign  corpora- 
tions. Credit  is  also  allowed  for  tax  that  has 
been  withheld  at  the  source,  and  this  is  rather 
confusing  as  the  War  Revenue  Act  provides 
that  any  amount  of  tax  heretofore  withheld 
shall,  with  one  exception,  be  refunded  to 
citizens  and  residents  of  the  United  States, 
and  the  entire  tax  shall  be  collected  from 
the  individual. 

The  exceptions  referred  to  is  in  the  case  of 
bonds  containing  a covenant  that  the  debtor 
corporations  will  pay  all,  or  a portion  of  the 
Federal  Income  Tax,  and  withholding  is  still 
in  affect  against  the  owners  of  bonds  of  this 
class.  This  is  apparently  an  anomaly,  but 
in  practice  there  is  no  actual  withholding  as 
against  the  owner  of  the  bonds,  who  receives 
payment  of  his  interest  in  full  and  has  the  tax 
paid  for  him  by  the  debtor  corporation  as 
heretofore. 

Partnerships,  as  such,  are  not  subject  to 
the  provisions  of  the  Income  Tax  Laws,  but 
they  are  subject  to  Excess  Profits  Tax.  In- 


come Tax  returns  must  be  made  by  each 
member  of  a partnership  as  an  individual, 
and  he  is  entitled  to  a credit  for  his  propor- 
tionate share  of  excess  profits  tax  paid  by  the 
partnership,  and  interest  on  tax-exempt 
securities  and  dividends  on  corporate  stock 
owned  by  it. 

Corporation  Taxes 

Under  the  Revenue  Acts  now  in  effect, 
corporations  are  subject  to  various  taxes  and 
a number  of  other  duties  are  imposed  on 
them.  The  Act  of  September  8,  1916,  sub- 
jected munition  manufacturers  to  a tax  of 
12  on  their  entire  net  income  for  the 
year,  without  any  specific  deductions;  but 
under  the  War  Revenue  Act,  that  tax 
was  reduced  to  10%,  and  provision  was 
made  whereby  it  expired  by  limitation  on 
January  1,  1918.  For  the  purpose  of  the 
Capital  Stock  Tax  of  50  cents  per  $1,000  im- 
posed by  the  Act  of  September  8,  1916,  on  the 
fair  market  value  of  the  capital  stock  of  all 
corporations,  except  exempt  corporations,  as 
defined  in  the  Act,  there  is  allowed  a specific 
exemption  of  $99,000,  and  also  a credit  for 
any  amount  paid  as  munitions  tax. 

The  Act  of  October  3,  1917,  increased  the 
income  tax  on  corporations  from  2%  to  6% 
of  the  net  income,  but  for  the  additional  tax 
of  4%,  there  is  allowed  a credit  for  dividends 
on  stocks  of  domestic  corporations  owned, 
and  for  the  total  tax  of  6%,  credit  for  excess 
profits  tax  assessed  against  it  for  the  calendar 
year.  In  addition  to  this  6%  income  tax, 
corporations  are  also  subject  to  a tax  of  10% 
on  surplus  earnings  for  the  calendar  year, 
which  are  not  employed  in  the  business,  nor 
retained  for  employment  in  the  reasonable 
requirements  of  the  business,  and  which  re- 
main undistributed  six  months  after  the  close 
of  the  year.  If  this  surplus,  however,  is  in- 
vested in  obligations  of  the  United  States, 
issued  after  September  1,  1917,  it  is  not  sub- 
ject to  tax.  Corporations  are  entitled  to  the 
deductions  and  credits  provided  for  in  the 
law,  and  a corporation’s  greatest  difficulty  in 
making  its  return  usually  arises  in  determin- 
ing what  are  and  what  are  not  allowable  de- 
ductions. 

The  Commissioner  of  Internal  Revenue 
may  require  corporations  to  make  a return  of 
all  dividends  paid  by  them,  giving  details  of 


the  years  in  which  the  distributed  earnings 
were  accumulated  and  the  amount  applica- 
ble to  each.  This  is  presumably  for  the  pur- 
pose of  checking  up  individual  returns,  as  the 
law  as  amended  now  provides  that  dividends 
shall  be  returned  as  income  for  the  year  in 
which  they  are  received,  but  shall  be  taxable 
at  the  rates  for  the  years  in  which  they  were 
earned.  Returns  may  also  be  required  from 
brokers  giving  details  of  profits  and  losses 
made  by  their  customers.  In  addition  to 
these  returns,  everyone  distributing  fixed  or 
determinable  gains,  profits  or  income  of  $800 
per  annum  or  over,  must  give  the  Commis- 
sioner of  Internal  Revenue  particulars  of  the 
amounts  paid  and  the  names  and  addresses 
of  the  recipients. 

Computing  Income  Taxes 

In  referring  to  income  taxes  it  has  been 
mentioned  that  in  computing  them  a credit 
is  allowed  for  excess  profits  tax  assessed  for 
the  same  calendar  year.  This  of  course 
means  that  the  excess  profits  tax  must  be 
calculated  first,  and  it  is  only  within  the  last 
few  days  that  the  Treasury  Department 
regulations  interpreting  the  excess  profits  tax 
law  have  been  available. 

The  majority  of  people  are  willing  to  pay 
their  share  of  taxation,  but  the  excess  profits 
tax  law  has  been  so  ambiguous  that  it  has  been 
impossible  to  determine  how  an  individual, 
partnership  or  corporation  would  be  affected 
by  it.  That  chaotic  condition  exists  no 
longer  for  definite  rules  for  computing  excess 
profits  tax  have  now  been  laid  down,  and  in 
formulating  these  rules  the  Advisory  Com- 
mittee has  given  a very  broad  interpretation 
of  doubtful  sections  of  the  law. 

Some  time  ago  the  method  of  computing 
the  tax  under  Section  201,  was  announced, 
and  that  ruling  permitted  the  application 
of  the  allowable  deduction  according  to  the 
intent,  but  certainly  not  according  to  the 
literal  meaning  of  the  law. 

Construing  Definitions 

It  was  nothing  but  fair  that  the  whole 
amount  of  the  deduction  should  be  allowed, 


and  the  same  spirit  of  fairness  has  been  shown 
in  interpreting  “Invested  Capital”  and 
“Nominal  Capital.”  Under  a literal  inter- 
pretation of  Invested  Capital  some  concerns 
would  have  had  to  pay  taxes  out  of  all  pro- 
portion to  their  earnings  on  account  of  the 
restrictions  in  the  law  as  to  what  may  be 
included  as  “Invested  Capital.”  In  the 
rules  laid  down  by  the  Treasury  Department 
however,  “Invested  Capital”  means  capital, 
surplus  and  undivided  profits,  and  the  regu- 
lations even  go  further  and  permit  the  inclu- 
sion in  “Invested  Capital”  of  amounts  that 
have  formerly  been  charged  off  on  the  books, 
but  not  taken  as  deductions  in  previous 
returns  for  income  tax  purposes. 

Nominal  Capital  has  also  been  construed 
liberally.  It  is  not  the  mere  size  of  the  capi- 
tal that  will  class  it  as  nominal,  but  the  pur- 
pose for  which  it  is  used.  In  general  where 
the  earnings  are  primarily  derived  from  the 
activities  of  the  owners,  and  the  capital  is 
required  principally  through  delays  in  col- 
lecting amounts  due  or  for  the  purpose  of 
meeting  current  expenses  or  providing  office 
equipment,  it  will  be  considered  nominal. 

Another  unexpected  ruling  relates  to  the 
specific  deduction  of  $6,000  in  the  case  of 
individuals  and  partnerships.  Individuals 
engaged  in  business  having  invested  capital 
are  allowed  a specific  deduction  of  $6,000  in 
addition  to  the  deduction  of  a percentage  of 
their  capital,  and  besides  they  may  take  an- 
other deduction  of  $6,000  for  the  8%  tax  as- 
sessed against  any  salaries  that  they  may 
allow  themselves  from  the  business,  under  the 
ruling  authorizing  such  salary  payments. 
The  same  is  also  true  in  the  case  of  partner- 
ships. 

The  regulations  provide  that  each  corpora- 
tion and  partnership  must  submit  a balance 
sheet  as  of  the  first  day  of  the  taxable  year, 
and  the  close  of  the  taxable  year.  This  will 
necessitate  much  better  accounting  systems 
than  have  generally  been  in  use,  and  in  that 
respect  at  least,  taxation  will  have  done  some- 
thing that  will  be  of  decided  advantage  in 
our  industrial  and  financial  relations  with 
each  other. 


